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SUBJECT:SEE BELOW DATE: February 9, 2011

SUBJECT: ALTERNATIVE SERVICE DELIVERY EVALUATION FOR WORKERS’
COMPENSATION ADMINISTRATION

RECOMMENDATION

1. Accept this report on the service delivery evaluation for Workers’ Compensation
administration.

Continue to pursue structural changes to the City’s retirement, disability, and medical
benefits as further described in this report to reduce Workers’ Compensation claims and
disability leave supplemental pay within the context of the City’s overall labor negotiation
strategy.

Direct staff to evaluate as part of the 2011-2012 budget process contracting with a third
party claims administrator on a pilot basis to manage a portion of the City’s overall claims.

Direct staff to continue to develop recommendations for implementing greater management
oversight and accountability for reducing Workers’ Compensation claims and to regularly
report progress to the Public Safety, Finance, and Strategic Support Committee through the
quarterly Workers’ Compensation report.

BACKGROUND

In February 2010, the Administration advanced a list of service delivery proposals for
consideration as part of the 2010-2011 Budget in accordance with Council Policy 0-41, Service
Delivery Evaluation. Workers’ Compensation Administration was selected for a business case
analysis, given the high cost of the City’s Workers’ Compensation Program (WC Program) and
preliminary data indicating that transitioning these services from the current internal delivery
model to other service providers or methods might generate cost savings for the City.

In 2009-2010 the total cost of the City’s Workers’ Compensation program (including
administration, claims, disability leave costs, contractual services, and claims investigation) was
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approximately $30.9 million. The costs are expected to increase in 2010-2011 to approximately
$32.7 million. Given the large expense that the WC Program represents, a number of studies
have been undertaken over the last decade to evaluate the City’s Workers’ Compensation
Program. The City Auditor’s Office has conducted several performance audits of the City’s
Workers’ Compensation Program including:

January 1994 Audit of The Workers’ Compensation Claims Database
August 1994 Audit of The Workers’ Compensation Program
December 2005 Audit of The Workers" Compensation Claims Liability
April 2009 Audit of the Workers’ Compensation Program

These reviews included a total of 57 recommendations. Fifty-five out of the 57
recommendations made in these four performance audits have subsequently been resolved and
closed. The 2009 audit compares the cost of the City’s WC Program to other comparable
California cities and counties and found that in spite of recent improvements, the cost of the
City’s program is higher. The report proposed among several other recommendations, structural
changes to the City’s Policy for Disability Leave and Disability Retirement Program.
Attachment A. provides a status of 2009 City Audit Recommendations.

In addition, the City contracted with ARM Tech, an actuarial, risk management, and claims
consultant to perform two audits - a Workers’ Compensation Claims Audit which was issued in
September 2004 and a Risk Management Assessment Audit, issued in March 2007. The findings
of the March 2007 ARM Tech Risk Management Assessment Audit formed the basis of
transferring the Risk Management function from the Finance Department to Human Resources
and adding five adjusters to the staffing compliment.

In preparation for the most recent staff analysis, a Request for Information (RFI) was released in
April 2010. The RFI sought information from qualified companies to provide Workers’
Compensation claims administration services to determine whether to proceed to a competitive
solicitation for the services. City staff’s initial analysis for Workers’ Compensation claims
administration was subsequently reviewed by County of Santa Clara Risk Management staff to
validate the findings and to identify potential program improvements which are discus~sed later in
this report. The findings of this analysis substantiate the findings of prior studies in that
efficiencies and other structural changes are needed within the current service delivery model to
begin to contain the high cost of the program.

ANALYSIS

This memorandum provides an overview of the City’s WC Program, staff’s analysis of the
results of the RFI for Workers’ Compensation Claims Administration including an evaluation of
continuous improvement opportunities and recommendations for next steps.

Workers’ Compensation Program

While the RFI focused solely on claims administration, there are several factors that contribute to
the City’s overall cost of the WC Program. The City’s WC Program is administered by the
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Workers’ Compensation Unit in the Department of Human Resources. The Department also
contracts for services to provide bill review, utilization review and nurse care management. The
City Attorney’s Office conducts claims investigation through in-house staff and contractual
services. In addition, the City pays a self-insurance assessment fee to the State to support their
Workers’ Compensation Board and their Division of Workers’ Compensation. The City is
obligated to pay this fee whether we provide claims administration or a third party provides the
service. The greatest cost of the City’s WC Program stem from our medical, legal, indemnity,
and disability leave supplemental pay costs. As Table 1 below illustrates the total cost of the
City’s medical, legal and indemnity costs in 2009-2010 was $17.3 million and the costs are
expected to increase in 2010-2011 by $2 million. Departments also budget for salaries paid to
employees out on disability leave. The total cost to the City for its WC Program in 2009-2010
was approximately $30.9 million, and the budget in FY10-11 is $32.7 million.

Table 1. Total Cost of Workers Compensation Program

2009-10 2010-11"
Claims Administration

Personal Services $2,700,000 $2,390,000
Non-personal/equipment expenditures $116,000 $116,000
Rent and Overhead $537,000 $537,000

Contractual Services $1,100,000 $1,200,000
Claims Costs

Citywide Expenditures-Medical, Legal, and Indemnity Costs$17,300,000 $19,500,000
Departmental Expenditures - Disability Leave Costs $7,500,000 $7,500,000

Self-insurance Assessment Fee $664,000 $650,000
City Attorney’s Litigation and Claims Investigation Services $950,000 $850,000

Total $30,867,000 $32,743,000
*Adopted Budget

Workers’ Compensation Unit

Employees in this unit administer the Workers’ Compensation claims for City of San Josd
employees for all existing and future claims as required by California law and the City’s
Memorandum of Agreements. These services include determining compensability of claims
filed, determination and payment of various benefits, and concluding final disposition of claims.

The Human Resource’s Department Workers’ Compensation Unit is budgeted in 2010-2011 for
a staff of 21 full-time equivalent positions (FTEs). Total funding budgeted in the General Fund
for this program is $2.39 million in personal service expenditures and $116,000 in non-
personal/equipment expenditures: In addition, the estimated cost of rent and overhead
($537,000) bring the estimated cost for the Administration of the Workers’ Compensation Unit
to $3.04 million in 2010-2011. Included in the 2010-2011 Adopted Operating Budget is the
elimination of four positions 2.0 of these positions (1.0 Workers’ Compensation Claims Adjuster
and 1.0 Senior Office Specialist) were eliminated effective July 1, 2010 and an additional 2.0
Workers’ Compensation Claims Adjuster positions effective June 30, 2011. In light of the City’s
on-going General Fund structural budget deficit, further reductions in staff will likely be
proposed for 2011-2012. Additional costs are budgeted in the City Attorney’s Office for
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litigation services and claims investigation services and in City-Wide Expenses for claims costs
(Medical, Legal, and Indemnity Costs).

On average the City has an incident rate of 17 incidents, or claims, per 100 employees. By
comparison, Santa Clara County has 13 claims per 100 employees. In addition, their medical
and indemnity claims costs are approximately equal ($17 million) to the City’s cost and yet they
have approximately three times the number of employees (18,000 employees).

Request for Information Results

The Administration received responses from eight companies. A summary comparing budgetary
estimates from each RFI respondent to the San Josd’s staffing and program costs follows in
Table 1, below. This analysis concludes that the City’s cost to administer the program is lower
than the RFI respondents. Although Corvel’s bid is 4% lower than the Citv’s cost, in order to
accurately compare Corvel costs to other respondents, an additional seven (7) adjusters would be
required to deliver Corvel’s proposed caseload level of 125-150 per adjuster. Additionally,
Corvel mandates use of their integrated cost containment service (a service which the City
currently contracts out and maintains as a separate vendor contract).

Table 1. Analysis of Staffing and Program Costs

Vendor

Average
Indemnity
Caseload

per

Total
Staff

Total Year One
Vendor Cost

Increase as
Compared to CSJ

WC Budget
Adjuster

FARA 170 32 $ 5,118,600 68%
Intercare Option #1 150 46 $ 5,072,650 67%
Intercare Option #2 175 43 $ 4,819,397 59%
JT2 150 47 $ 4,595,000 51%
AIMS 175 39 $ 4,431,600 46%
York 170 33 $ 4,294,240 41%
Tri-Star (Option 1) 150 35 $ 4,196,400 38%
Tri-Star (Option 2) 175 30 $ 3,703,200 22%
Gallagher Bassett 180 30 $ 3,378,012 11%
City of San Jos~ I
WC (Adopted FY
2010-2011)1
Corvel 125-150 27 $ 2,912,600 -4%

~ The 2010-2011 Adopted costs of $3,040,399 include $537,062 in rent and overhead costs that will not result in
direct expenditure reductions in the General Fund should this program be contracted out. In addition, the revised
estimate for the 2011-2012 Preliminary General Fund Forecast is $2,924,348. Due to the reduction of 2.0 FTEs only
funded until June 30, 2011, as approved and adopted as part of the 2010-2011 Adopted Budget, offset by higher
personnel costs as of October 2010.
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The primary factor driving the difference in cost between the City of San Josd’s internal service
provision model and that of the proposing vendors appears to be that the vendors’ staffing levels
meet industry standards and State best practice standards of case load per adjuster, and the salary
per adjuster is lower than City salaries. The City’s current adjusters are handling workloads that
are over two times industry best practices and state guidelines of 150-175. In 2010-2011 each
City of San Josd Workers’ Compensation Claims Adjusters has an average caseload of 285
claims. The majority of vendors who responded to the City’s RFI projected caseloads of 125-
175 with a maximum assignment of 180 claims per adjuster. In order to meet State timeframe
mandates, the result is less thorough review of claims and a potential for errors. Further, given
the differences in average case load between the City operation and the information from each of
the vendors, it is clear that the average cost per employee including indirect costs is significantly
less in the private sector.

In association with this study, staff also explored the cost that the City would incur in managing
the contract if the workers’ compensation program were completely outsourced. Using the San
Francisco Municipal Transportation Agency as an example of a public agency that outsources its
workers’ compensation program, staff estimates that staffing levels needed to manage the
contract would be approximately 3.5 FTEs, or $470,000 based on 1.0 Division Manager, 1.0
Senior Office Specialist, 1.0 Analyst position and 0.5 Nurse Practitioner. The Human Resources
Department would need to evaluate and determine the appropriate compliment of additional
resources needed to ensure sufficient levels per the estimates above should the Administration
consider outsourcing this function. The San Francisco Municipal Transportation Agency
maintains 7.5 FTEs to manage their Third Party Administrator (TPA) but has roughly half the
total open claims of the City of San Jos~.

These preliminary findings suggest that the cost savings for contracting out claims administration
are difficult to quantify with the information available at this time. The evaluation further
reinforced the findings of recent studies and that for the coming fiscal year our resources may be
better focused on claims management and continuing to pursue structural changes to the City’s
retirement, disability, and medical benefits. At this time, staff recommends that the City
continue to aggressively pursue the improvements as described below. The City would benefit
from further market testing to evaluate other criteria beyond simply the cost per adjuster to
deternaine whether a third party administrator may better serve the City than our current service
delivery model.

Workers’ Compensation Program Improvement Opportunities

In conjunction with the County of Santa Clara’s Risk Management staff, staff evaluated a
number of continuous improvement opportunities. Prior to any further market testing, staff
recommends that the City accomplish the following structural changes within the current service
delivery model.

Continue to pursue structural changes to the program that would include reducing
disability leave supplemental pay for non-sworn employees with the seven remaining
non-public safety bargaining units.



Public Safety, Finance and Strategic Support Committee
2-9-11
Subject: Workers’ Compensation Administration
Page 6 of 12

City of San Josd employees receive disability leave supplemental pay in addition to the State
mandated amounts of Workers’ Compensation Temporary Disability when they suffer a work
related injury. Public Safety employees receive 100% of their salary for up to one year. Some
non-public safety employees receive 85% of their salary for up to 9 months while other recently
negotiated a reduction in this supplemental pay to 6 months. County of Santa Clara public safety
employees receive disability benefits commensurate to the City of San Jos~ but non-safety
employees receive only the state mandated minimum disability payments but no additional leave
benefit outside of their own accrued sick, vacation and personal leave. According to the 2009
Audit of the City of San Jos~’s Workers’ Compensation Program part of the reason the City’s
workers’ compensation costs are up is that the total amount of time that injured workers stay off
work while recovering from injuries has increased.

Changes to the disability leave supplemental pay are subject to meet and confer with the City’s
bargaining units and must be considered within the context of City’s overall labor negotiation
strategy. The City has taken steps to moderate the escalation of these costs and has achieved a
reduction in the disability leave supplement pay, from nine months to six months, with three of
the City’s 11 employee groups, including ABMEI, ALP and Unit 99. Additional action will
moderate the costs for all non-sworn employees and may reduce the financial incentives to stay
off work.

Continue to pursue structural changes to the Police and Fire Department Retirement
System to provide for offset of Workers’ Compensation benefits received by sworn
employees who also receive disability retirement benefits.

According to the 2009 Audit of the City of San Jos~’s Workers’ Compensation Program and the
2008 Management Partners Report on ways to solve the City’s General Fund structural budget
deficit, a factor contributing to the high cost of the City’s Workers’ Compensation Program is
that in San Jos~, unlike other California cities and counties, public safety employees are eligible
to collect both their retirement benefit and workers’ compensation payments when they retire
with a service-connected disability. Other cities and counties reduce the regular pension to the
extent that the retiree is also receiving workers’ compensation benefits, However, San Jos~’s
sworn personnel who are disabled when they retire are eligible to receive their full pension in
addition to workers’ compensation temporary and/or permanent disability payments. Non-sworn
San Jos~ employees who retire on a service connected disability do not receive both workers’
compensation benefits and their full pension, but have their pension allowance offset by the
amount of the workers’ compensation payments. Such a change would be subject to meet and
confer with the unions that represent the police officers and firefighters and must be considered
within the context of the City’s overall labor negotiation strategy. While the savings are difficult
to quantify, it is anticipated that the changes may reduce the financial incentive to file claims.

3. Pursue 30 day medical control of claims for medical treatment.

Currently employees can see the physician of their choosing without pre-designating (or pre-
selecting) a physician. A 30 day medical control over claimants will allow the City to direct
employees to the medical care provider of its choice in circumstances in which the employee has
not already designated a personal treating doctor of his or her own choice. It is believed that this
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may result in better health outcomes for the first 30 days of a claim. Better outcomes will allow
employees to heal faster and return to work with less treatment, thereby lowering costs.

By law employees also have the option to pre-designate or pre-select the physician of their
choosing in the event of a work related injury which would allow them to opt out of the City’s 30
day control. A 30 day control may have some impact on cost but it may be mitigated by
employees’ pre-designating their physician to opt out. The structural changes to the City’s
Workers’ Compensation Program this recommendation proposes may be subject to meet and
confer with the City’s bargaining units.

4. On a pilot basis, contract with a claims administrator to manage a portion of the City’s
overall claims.

Within the context of the City’s 2011-2012 Preliminary General Fund budget shortfall of $110
million, this recommendation contemplates conducting a pilot program to evaluate the
effectiveness of a third party administrator to manage a portion of the City’s overall claims such
as high exposure public safety claims, or the claims of a single Department. The County of
Santa Clara has established dedicated teams of adjusters and managers that are assigned only
high exposure (high potential cost/pay-out) claims from public safety employees. Such a model
could prove beneficial because experienced, high-performing adjusters could, in theory, generate
better case outcomes on the most complex, difficult, and costly claims. It will also provide the
opportunity to evaluate the effectiveness of a third party administrator in managing claims. Staff
has not established whether or not the marketplace would support limited outsourced case
management as described above and would need to study vendor, availability but based on an
average of the vendors’ cost to manage a claim from proposals to the RFI, initial estimates
suggest that a third party administrator would charge approximately $1,000 per claim. Staff will
evaluate establishing this pilot program as part of the development of the 2011-2012 Proposed
Budget.

5. Reinforce Department-level responsibility for reducing workers’ compensation claims.

The 2004 ARM Tech study recommended allocating all workers’ compensation costs to
individual departments to make department managers more accountable for workers’
compensation expenses. The City Auditor further recommended in its 2009 Audit of the City of
San Jos~ ’s Worl~ers’ Compensation Program that the City Departments whose employees file
most of the City’s workers’ compensation claims, establish a line item in each department’s
operating budget that would cover the department’s projected workers’ compensation costs.
Departments that spend more than they have available in their departmental budget would
require City Council approval for a budget augmentation.

Currently, claims costs are appropriated citywide for medical, legal and indemnity costs, which
are budgeted at $19,500,000 in 2010-2011. City departments only pay for a portion of workers’
compensation from their budgets, specifically, the cost of temporary disability and the DLS,
estimated at $7,500,000. In 2009-2010 the City has established a mechanism for tracking
workers’ compensation claims costs for departments which have accounted for a majority of
costs, such as Police, Fire, Transportation, General Services, and Parks, Recreation and
Neighborhood Service Departments. Risk Management in Human Resources has been worldng
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with these departments to identify and analyze trends in workers’ compensation costs and will
develop recommendations for implementing greater management oversight and accountability
for monitoring and managing the number and circumstances of claims filed. Recommendations
will be reported out, and regular updates will be provided, in the quarterly report submitted to the
Public Safety, Finance, and Strategic Support Committee.

CONCLUSION

Staff has examined all of the qualifying vendor responses to requests for information and
recommends against proceeding to a formal request for proposal process for 2011-2012. At this
time, the cost saving potential of utilizing a third party administrator for claims administration is
difficult to quantify with the information available at this time. There are a number of
improvements to the current service model that staff recommends the City continue to
aggressively pursue with claims management and policy changes to the City’s disability leave
supplemental pay benefit, and 30 day medical control of claims.

Contracting with a third party administrator to manage a portion of the City’s claims as a pilot
program and reinforcing department-level accountability are management strategies to
strengthen effectiveness of current staff efforts.

PUBLIC OUTREACH

Criterion 1: Requires Council action on the use of public funds equal to $1 million or
greater. (Required: Website Posting)

Criterion 2: Adoption of a new or revised policy that may have implications for public
health, safety, quality of life, or financial/economic vitality of the City. (Required: E-
mail and Website Posting)

Criterion 3: Consideration of proposed changes to service delivery, programs, staffing
that may have impacts to community services and have been identified by staff, Council or
a Community group that requires special outreach. (Required: E-mail, Website
Posting, Community Meetings, Notice in appropriate newspapers)

The memorandum will be posted on the City’s website for the February 17, 2011 Public Safety,
Finance and Strategic Support Committee meeting.

To outreach to potential vendors, this RFI was advertised on the City’s internet Bidline and the
Demand Star bid notification system. In addition, staff sent a draft RFI to affected employees
and bargaining unit representatives for their review and comments in March 2010. Staff met
with bargaining unit representatives in April 2010 to discuss their comments and concern
regarding the RFI and the alternative service delivery process. Furthermore, staff met with
bargaining unit representatives in August 2010 to discuss the results of the RFI responses and
share with them the next steps for completing the alternative service delivery process.
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COORDINATION

This memorandum has been coordinated with the Budget Office and Finance Department.

Not a Project, File No. PP10-066 (e), Services that involve no physical changes to the
environment.

Edward K. Shikada
Assistant City Manager

/s/
Kay Winer
Interim Director, Human Resources

For questions please contact Ed Shikada, Assistant City Manager, at 535-8190 or
Kay Winer, Interim Director of Human Resources, at 975-1475.
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